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CHAPTER I 



INTRODUCTION 

At the end of World War II, through large public and 
private capital outflows for reconstruction and development, 
the United States supplied the world with dollars and conse- 
quently international liquidity. The substantial reduction 
of our import barriers and our low interest rate was not 
matched by other countries. Our military aid and the deploy- 
ment of armed forces abroad added additional dollars to 
foreign balances. In order to bring about an international 
balance in trade, many leading currencies were devalued sub- 
stantially relative to the dollar, and the dollar appreciated. 
All these policies and programs eventually resulted in U.S. 
balance of payments"'' deficits which were initially welcomed 
abroad as they allowed countries to replenish their inter- 
national reserves and eventually return to currency 

2 

convertibility. 

"'"The balance of payments is defined as a statistical 
record of economic transactions between residents of the 
United States and residents of the rest of the world. The 
measurement is in terms of dollars and in terms of fixed time 
periods during which the transactions take place. U.S., 
Department of Commerce, Dictionary of Economic and Statist i- 
cal Terms (Washington , D.C. : Government Printing Office, 

1969), p. 23. 

o 

U.S. , Congress, Joint Economic Committee, Joint 
Economic Report 1963 , 89th Cong., 1st sess. , 1965, p. 11. 

1 
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The Committee for Economic Development summarizes 
events after 1958 with this statement: 

By 1958 the so-called "dollar shortage" had dis- 
appeared. Nonetheless continued United States 
expenditures to support peace, economic deployment, 
and political stability around the world, and the 
reappearance of extensive foreign borrowing in New 
York, combined to produce continuing and larger 
balance-of-payments deficits. The Western European 
nations, for their part, had largely regained suffi- 
cient economic strength to want to reassume a position 
of greater equality and influence with the United 
States in the world. In subsequent years, the door 
was opened for gold conversions to be used as a means 
of exerting economic and political pressure on the 
United States.! 

As this statement suggests, it is imperative that 
the United States solve its balance of payments problem in 
order to maintain the financial, economic, political, and 
military leadership of the free world. A simple solution 
for eliminating the chronic deficit would appear to be for 
the United States either to cut overseas expenditures or 
increase revenues from foreign countries by the amount of 
the deficit. While the solution appears basically simple, 
political, military, and other economic considerations have 
precluded the reduction of overseas expenditures. Also, 
complicating a resolution of this problem are the many 
factors, both visible and invisible, which influence or 
contribute to a surplus or a deficit in the U.S. balance of 
payments, i.e., exports, imports, military expenditures 
overseas, AID, loans, and so on. In addition, changes in 



^U.S. , Committee for Economic Development, The 
Dollar and the World Monetary System (New York, 1966)7 P- 51. 
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component; accounts, reflects changing world conditions, and 
a major change in one account can cause unidentifiable and 
unpredictable indirect effects on other accounts in the 
balance of payments. 

Cumulative deficit 

Measured against a U.S. 1970 gross national product 

of 977 billion dollars,^" a deficit of two to five billion 

dollars in the balance of payments account, on the liquidity 

basis, would not appear to be a matter of immediate or 

appreciable concern. However, the United States has had a 

continuous liquidity deficit since 1950 except for 1957 and 

1968. For the period 1950-1970, the United States has had 

a total cumulative international payments liquidity deficit 

2 

of 48.7 billion dollars. This cumulative deficit has con- 
siderably weakened the dollar in the international markets 
and eyes of the world. Consequently, our international 
creditors may, from time to time, feel that they are holding 
more dollars than they want, and international confidence 
in the dollar is further eroded. 

The degeneration of the United States liquidity 
position in the sixties, resulting from a continuous 

^ Economic Report of the President , transmitted to the 
Congress February, 1971 > together with The Annual Report of 
the Council of Economic Advisers (Washington, D.C.: Government 

^Printing Office, 1971 T? p5 197- 

p 

Computation for the period 1950-70 is from the 
international statistical tables in The Annual Report of 
the Council of Economic Advisers, 1971? p. 299. 
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persistent deficit in the balance of payments, can be illus- 
trated by comparing U.S. liquidity ratios during this 
period: 



Liquidity Ratios 

I960 1961 1962 1963 1964 1963 1966 1967 1968 1969 

U.S. Reserves .90 .80 .72 .64 .57 .53 .50 .45 .47 .40 

all liquid 

liabilities 

Source: Survey of Current Business , October, 1970, p. 25. 

Statement and Importance of the Problem 

The adverse movement of the U.S. liquidity position 
from 0.9 to 0.4 in ten years points out the seriousness and 
ultimate consequences of a sustained deficit. Because of 
this continuous deficit in the United States balance of pay- 
ments, a crisis of confidence in the monetary system developed 
in November, 1967- The devaluation of the British pound in 
November was quickly followed by a sharp reduction in U.S. 
gold stock. The U.S. balance of payments deficit in 1967 rose 
to S3 *6 billion with the fourth quarter running at an annual 
rate of over $7 billion. 

In an attempt to restore international confidence in 
the dollar through balancing or creating a surplus in the 

"'"Computation of the annual rate is based on the 
fourth quarter statistical data appearing in U.S., Depart- 
ment of Commerce, "U.S. Balance of Payments and Reserve 
Position," Survey of Current Business , June, 1968, p. 36. 
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United States balance of payments, President Johnson, in a 
statement outlining a program of action on January 1, 1968, 
imposed direct controls on United States private overseas 
investments."*" 



Disagreement on 
investment controls 



The Joint Economic Committee of the Congress of the 
United States, in its 1968 economic report, expressed con- 
siderable concern over the seriousness of the U.S. balance 
of payments deficit and the controls imposed on private U.S. 
overseas investments: 

The result of our worsening payments position has 
been an erosion of world confidence in the dollar. 
Foreign dollar holders are now anxiously waiting to 
determine whether the United States will at long last 
exercise financial responsibility at home. In the 
meantime, any one of a number of possible economic or 
political developments could trigger a run on gold that 
might well destroy the international monetary system 
as we know it today. The shock would set back the 
growth and prosperity of the free world for years to 
come . 

Under these circumstances, rebuilding world confi- 
dence in the dollar must be regarded as the first objec- 
tive of economic policy in 1968. Above all, we must 
provide an affirmative answer to the questions that 
increasingly are being asked abroad about our ability — 
and our willingness — to take those actions needed to 
restore balanced and healthy growth to our domestic 
economy. 

The Administration's Balance-of-Payments Program 

The Johnson administration's response to the dollar 
crisis is a program of shortsighted and sqlf-def eating 
controls. The administration has swallowed the utterly 



Lyndon B. Johnson, "Balance of Payments," Speech 
Delivered January 1, 1968, in Weekly Compilation of Presi- 
dential Documents , IV ( J anuary 8 , 1968 ) , Bp . 
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mistaken notion that the dollar can be strengthened by 
limiting its usefulness. 

Research Question 

There was and still is unanimous agreement on the 
need for the United States to bring its international accounts 
into equilibrium. However, there is disagreement on the 
methodology for accomplishing the correction of the funda- 
mental imbalance. President Johnson decided that direct 
controls on fluids flowing into foreign investments was the 
answer. The Joint Economic Committee disagreed. Accordingly, 
the basic question to be investigated in this study is 
whether or not United States Government controls on the move- 
ment of private capital abroad have contributed to improving 
the United States balance of payments position or whether 
such controls, in reality, will eventually lead to a further 
weakening of the dollar and the United States leadership of 
the free world. If mandatory controls have contributed 
measurably to the improvement of the U.S. balance of payments 
position, then they should be maintained. If, in fact, they 
do not, then do they jeopardize future investment earnings 
and repatriation of investment income? 

Purpose 

The purpose of this study is to document and examine 
these restrictions on private overseas investments in order 

■*"U.S., Congress, Joint Economic Committee, Joint 
Economic Report 1968 , 90th Cong., 2d sess. , 1968, p. 71* 
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to determine if the United States should reevaluate or 
reconsider private investment controls and restrictions. 
Hopefully, the study will point out the utility or disutility 
of these restrictions and also serve as a recapitulation of 
the United States overseas private investment position. 

Scope and Limitations 

The balance of payments is more than a statistical 
statement of a country's annual international transactions. 

It is used as an analytical tool to point out significant 
data and trends which affect the international stature of a 
nation and to isolate any potential problem areas. While 
the balance of payments consist of a multitude of trans- 
actions, this study will primarily focus and concern itself 
with only a small part of those transactions which belong to 
the capital account and the U.S. restrictions affecting that 
account. For clarification purposes, certain functional 
groupings and transactions in the balance of payments must 
be identified. 

Functional classifications 

Data are grouped into functional and subfunctional 
classifications in addition to a debit or credit classifica- 
tion.'*' The main functional classifications as shown in 

^"Appendix I is a reproduction of U.S. International 
Transactions in 1968 which shows the functional and sub- 
functional classifications and divisions of data. Major 
functional division definitions, as defined by the U.S. 
Department of Commerce Dictionary of Economic and Statisti- 
cal Terms, are also included. 
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tables by the Department of Commerce are: 

1. Balance of goods, services, and unilateral trans- 
fers. It "represents the balance on current account which — 
except for errors and omissions- -must be counterbalanced by 
capital movements, a change in official reserves or both."’*' 
This account includes such items as exports and imports, 
travel, military expenditures, transportation, U.S. govern- 
ment grants and pensions, income on government and private 
investments abroad, and income on foreign investments in 
the United States. 

2. Transactions in U.S. private assets, net. This is 
sometimes referred to as the capital account. Such trans- 
actions record the acquisitions and sales by U.S. private 
residents of assets outside the United States. lour sub- 
functional classifications or categories of transactions 
within this grouping are direct investments abroad, purchases 

of foreign securities, bank claims on foreigners and private 

2 

claims, other than direct investments, on foreigners. 

3. Transactions in U.S. Government assets, excluding 
reserve assets, include loans, credits, aid and subscriptions 

3 

to foreign nations by the U.S. Government. 

4-. Transactions in U.S. official reserve assets include 
changes in the U.S. gold reserve, convertible foreign 

■'’Department of Commerce, Dictionary , p. 35- 

2 

Ibid. , p. 36. 

5 Ibid. , p. 38. 
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currencies and the tranche position in the International 
Monetary Fund (IMF).^ 

5. Transactions in foreign assets in the United States 

include foreign private and official acquisitions and sales 

of U.S. assets. These transactions are divided into four 

subfunctional divisions or categories of foreign direct 

investment in the United States, purchases and sales of U.S. 

securities, long-term deposits by foreigners, and foreign 

2 

purchases of U.S. notes and money market instruments. 

6. Wet errors and omissions. This is the statistical 
discrepancy between total recorded entries under receipts 
and total recorded entries under payments. It is entered 
as either net receipts or net payments, as needed in order 
to fulfil], the accounting principle that the sum of the 
receipts and payments must balance. The source of the 

5 

discrepancy cannot be identified with any precision. 

Balance on the liquidity basis 

It must be remembered that the balance of payments 
reflects a current position for a given period of time and 
does not reflect the total U.S. assets or liabilities over- 
seas. . It can be thought of as a current 'income/expenditure 
account with the rest of the world. The United States uses 

1 Ibid . , p. 39. 

2 Ibid. , p. 41. 

^ Ibid . , p. 43. 
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both, the liquidity basis and the official reserve transactions 
basis to measure its overall current balance. The liquidity 
basis measures the outflow and inflow of monetary assets or 
items which can be freely converted into money with a minimum 
risk of changes in the market value. Included in this basis 
are all reported short-term private and bank liabilities to 
foreigners and foreign holdings of all U.S. Government 
marketable securities. The overall balance on the liquidity 
basis is equal to "changes in liquid liabilities to foreign 
official holders, changes in liabilities to other foreign 
holders, and changes in official reserve assets consisting of 
gold, Special Drawing Rights ,. convertible currencies, and the 
U.S. gold tranche position in the IMP."'*' 

Balance on official 
transactions basis 

The overall balance on the official reserve trans- 
actions basis measures official settlements in the balance 
of payments. The overall balance on this basis is equal to 
changes in liquid and nonliquid liabilities (marketable 
securities) to foreign official holders and changes in 
official reserve assets consisting of gold, Special Drawing 

Rights, convertible currencies, and the U.S. gold tranche 

o 

position in the IMP. The significant difference between the 

~*~ The Annual Report of the Council of Economic 
Advisers , 1971? P» 2'99. 

2 Ibid. 
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two is that the liquidity basis measures changes in both 
private and official liquid holdings while the official 
reserve transactions basis measures only differences in 
official holdings. 

International role 
of the dollar 

The balance measured on the liquidity basis, which 
will be used exclusively in this study, highlights the 
international role of the U.S. dollar as a vehicle for inter- 
national private, commercial, and official settlements. A 
deficit in this account increases dollar holdings of foreign 
governments and private foreign residents. There is no 
urgency in a deficit as long as foreigners are willing to 
hold dollars as part of their reserves or as long as the 
U.S. reserve position is strong enough to ward off a run 
on the dollar. 

Limitations 

While the accounts within the balance of payments are 
never static, for purposes of this study they must be held 
relatively constant in order to examine the restrictions and 
usefulness of U.S. private investment restrictions abroad. 

Such a position also rules out a world calamity or catastrophe 
which would also distort any usefulness of this study in 
regard to improving our balance of payments position through 
a reconsideration of our investment restrictions. Of neces- 
sity, the study will primarily concern itself with the capital 
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accounts in the balance of payments with the main focus on 
the restrictions to direct investments overseas. For 
continuity purposes and clarification, other accounts and 
their effects will be touched on from time to time but the 
emphasis will remain on overseas private investment restric- 
tions. Hopefully, these limitations will not inhibit or 
distort the usefulness of this study. 

Methodology 

Areas in which research has been accomplished for 
this study include U.S. Laws and Statutes, the Congressional 
Record , Federal Reserve Bulletins , Vital Speeches of the Day , 
Executive orders, and Congressional hearings. A considerable 
effort was made, where possible, to use only primary source 
material. In this respect, the post World War II period has 
been stressed as the area of significant interest, because 
after World War II, because of its industrial and commercial 
strength, the U.S. dollar was substituted for gold in 
settling international debts between foreign countries. 

Department of Commerce officials responsible for 
insuring U.S. investor compliance with the direct investment 
controls were interviewed regarding the effectiveness of 
these controls. While candid in some of their remarks, they 
were not responsive to direct questioning and refused to be 
quoted or identified in any way. 
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Organization of the Study 
This paper is organized to reflect recent U.S. 
Government private investment restrictions as a means of 
restoring an equilibrium in the U.S. balance of payments. 
First, U.S. investment restrictions are documented. Second, 
the private international investment position of the United 
States is reviewed. In the fourth chapter, some observa- 
tions on the effects of U.S. Government manipulations to 
restore the balance through investment controls are made. 
Prior to concluding remarks, an alternative to capital 
investment controls is presented. 



CHAPTER II 



HISTORICAL REVIEW OE UNITED STATES 
INVESTMENT CONTROLS 



Imposition of direct controls on private U.S. 
overseas investments on January 1, 1968, by President Johnson 
was an unprecedented action in United States financial 
history. It was the first time that mandatory controls had 
been placed on U.S. private investments abroad. In imposing 

o 

the controls, President Johnson said: 

To the average citizen, the balance of payments, 
and the strength of the dollar and of the international 
monetary system, are meaningless phrases. They seem 
to have little relevance to our daily lives. Yet their 
consequences touch us all — consumer and captain of 
. industry, worker, farmer, and financier. 1 

The President further emphasized that the economies 
of all nations, rich and poor, are tied together through 
world trade and finance. If any country faltered in its 
economic relationships with other countries, it would have 
a direct or indirect effect on the prosperity of U.S. citizens. 
He reminded Americans that the health of the world monetary 
system and world trade, and consequently their own prosperity, 
depended upon the health of the American dollar which was 



Lyndon B. Johnson, "Balance of Payments," Speech 
Delivered January 1, 1968, in Weekly Compilation of Presi- 
dential Documents, IV (January 8, 1968 ) , 20. 
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used as an international currency. 1 He stressed this point 
by saying: 

We cannot tolerate a deficit that could threaten 
the stability of the international monetary system — 
of which the U.S. dollar is the bulwark. 

We cannot tolerate a deficit that would endanger 
the strength of the entire free world economy, and 
thereby threaten our unprecedented prosperity at 
home . 2 

President Johnson's action culminated previous 
measures to reduce the chronic deficit. Since 1959, three 
Presidents — President Eisenhower, President Kennedy, and 
President Johnson — had taken various measures to establish an 
equilibrium in the U.S. balance of payments. 



Early Control Measures 1959-1964 

Buy American 

The first dramatic step was the "Buy American" 
principle to the financing of loans and grants by the 
Development Loan Fund in October 1959. At that time, very 
few leading U.S. citizens considered the balance of payments 
deficits as a very serious threat to the international 
stability of the dollar. The U.S. military assistance pro- 
gram was not affected as the Mutual Security Program was 
already buying 75 per cent of all economic assistance from 

5 

U.S. sources/ 

1 Ibid. 2 Ibid . , p. 23 . 

^William H. Draper, "Gold Reserve, the Dollar, and 
Foreign Aid," remarks delivered before the Overseas Press 
Club, November 19, 1959, Vital Speeches of the Day , XXVI, 
165. 
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President Eisenhower 

The seriousness of the problem was vividly expressed 
on November 16, I960, when President Eisenhower issued a 
directive to reduce and limit the number of U.S. military 
and civilian dependents abroad to a total of not more than 
200,000 at any one time and ordered military expenditures 
abroad to be reduced both from appropriated and nonappropri- 
ated fluids. Other government agencies were also directed to 
reduce their overseas expenditures and buy goods and 
services of U.S. origin. ^ 

President Kennedy 

President Kennedy, on February 6, 1961, rescinded 

the unpopular limitations on U.S. dependents overseas, 

recommending instead: the sale of newer weapons and 

weapons systems to our allies; reduction of the customs 

exemption for returning Americans from $500 to $100 on a 

wholesale basis; promotion of exports; a program to 

encourage the maintenance of foreign deposits in the United 

States; encouragement of foreign travel to the United 

States; legislation "to prevent the abuse of foreign tax 

2 

havens by American capital abroad." 

^Dwight D. Eisenhower, "International Balance of 
Payments," Statement and directive released at Augusta, 
Georgia, November 16, i960, Vital Speeches of the Day , 

XXVII, 98. 

2 

John F. Kennedy, "U.S. Balance of Payments and the 
Gold Outflow from the United States," Message on February 6, 
1961, to House of Representatives, 87th"Cong., 1st sess. , 
Doc. No. 89- , Congressional Record , CVII, 1791. 



